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Cost- and profit-sharing arrangements in procurement contracts

can actually create an incentive for government and industry management

to allow costs which result in subsequent cost growth.

Interest in making major changes in the defense pro-
curement process is steadily burgeoning. Changes to
date have ranged from the introduction of multiyear
contracting to a renewed emphasis on competition among
contractors. Such changes are deemed essential largely
because the Department of Defense continues to ex-
perience significant problems in controlling the cost,
schedule, and performance outcomes of its procure-
ment contracts.

These problems can hardly be considered surprising
or new. In the early 1960s, DoD reduced its reliance
on fixed-price contracts and increased its use of incen-
tive contracts because the then-prevailing contract forms
and practices were not perceived to be providing con-
tractors with sufficient reason to control their costs.
Later modifications of the process, such as total-pack-
age procurement, represented further efforts to eradi-
cate the same vexing problem.

Concurrent with these changes in institutional prac-
tices was an increase in the number of analytical studies
on the pluses and minuses of various contract types.
While the research community originally addressed the
more general problem, it has since gradually focused
its attention more narrowly on those problems posed
by risk and the consequent issue of optimal risk-sharing.
This body of literature has led to a greater understand-
ing of the role of risk and uncertainty in contractual ar-
rangements, but it has also neglected other equally im-
portant aspects of contractual behavior and outcomes.

The approach suggested in this article treats as pri-
mary determinants of contract performance two such
aspects of the contractual arrangement. The first and
more fundamental aspect is that production contracts
for major weapon systems (wherein most cost growth
has been experienced) are usually not one-period, one-
time arrangements, but rather are ongoing relationships
with contractors who have a long history of performing
government work. The corollary aspect is that there
exist links between these ongoing relationships and the
federal budgeting process, that is, budget appropria-
tions are conditioned by budget requests, which in turn
are conditioned by prior contract experience.1

Recognition of these two aspects of the contractual
relationship underlies the alleged buy-in phenomenon.
To claim that contractors buy in is to claim that they
have a time horizon in making a decision on a proposed
contract which encompasses more than a single con-
tract. Furthermore, the buy-in claim implicitly recog-
nizes differences among proposed costs, actual costs,
and minimum or competitive costs for a given contract.
It also recognizes the process by which the allegedly
excessive proposed costs are validated within the overall
acquisition process.

This article reports the results of the integration of
the two aspects into a model of the government-supplier

1 For a qualitative evaluation of one of the links in this proc-
ess, see N. S. Bryan and R. Clark, 'Is Cost Growth Being
Reinforced?" Concepts, Spring 1981, pp. 105-118,
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